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AFM332, Trimester 2 2014 
Section A — Multiple Choice Questions 


(Each question is worth 2 marks, for a total of 40 marks) 


Candidates MUST answer ALL TWENTY (20) multiple choice questions on the Answer Sheet 
provided on Page 10. Answer all questions by circling the most appropriate answer. 


Risk that can be eliminated through diversification is called risk. 


A. unique 

B. _ firm-specific 
C.  diversifiable 
D. all of the above 


Asset A has an expected return of 20% and a standard deviation of 25%. The risk-free rate is 
10%. What is the reward-to-variability (Sharpe) ratio? 


A. 0.40 
B. 0.50 
C.. . O75 
D. 0.80 


Beta is a measure of security responsiveness to 


A. _ firm-specific risk 
B. _ diversifiable risk 
C. market risk 
D. unique risk 


Diversification is most effective when security returns are 


A. high 

B. negatively correlated 
C. positively correlated 
D. uncorrelated 


Consider the CAPM. The risk-free rate is 6% and the expected return on the market is 18%. 
What is the expected return on a share with a beta of 1.3? 


A. 6% 
B. 15.6% 
C. 18% 
D. 21.6% 


You have a $50 000 portfolio consisting of Intel, GE and Con Edison. You put $20 000 in Intel, 
$12 000 in GE and the rest in Con Edison. Intel, GE and Con Edison have betas of 1.3, 1.0 and 
0.8 respectively. What is your portfolio beta? 


A. 1.048 
B. 1.033 
C. 1.000 
D. = 1.037 


10. 


11. 


12. 
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The weak form of the EMH states that must be reflected in the current share price. 


A. all past information including security price and volume data 
B. all publicly available information 

C. all information including inside information 

D. all costless information 


Random (unpredictable) price movements indicate 


A. _ irrational markets 

B. _ that prices cannot equal fundamental values 

C. — that technical analysis to uncover trends can be quite useful 
D. _ that markets are functioning efficiently 


Floating rate bonds have a that is adjusted with current market interest rates. 
A. maturity date 

B. coupon payment date 

C. coupon rate 


D. dividend yield 


A zero-coupon bond has a yield to maturity of 5% and a par value of $1 000. If the bond 


matures in 16 years, it should sell for a price of __ today. 
A. $458.00 

B. $641.00 

C. $789.00 

D. $1 100.00 

The duration of a 5-year zero coupon bond is years. 
A. 4.5 

B. 5.0 

C..’- 55 

De 30 


You own a bond that has a duration of 6 years. Interest rates are currently 7% but you believe 
the Reserve Bank is about to increase interest rates by 25 basis points. Your predicted price 
change on this bond is 


A. +1.40% 
B. -1.40% 
C. -2.51% 
D. +2.51% 


13. 


14. 


13. 


16. 


Le: 


18. 
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You are considering acquiring a common share of Sahali Shopping Centre Corporation that you 

would like to hold for one year. You expect to receive both $1.25 in dividends and $35 from the 

sale of the share at the end of the year. The maximum price you would pay for a share today is 
if you wanted to earn a 12% return. 


$31.25 
$32.37 
$38.47 
$41.32 


top-down analysis of a firm's prospects starts with an analysis of the 


firm's position in its industry 

local economy or even the global economy 
industry 

specific firm under consideration 


UA > bP FAD 


The analysis of the determinants of firm value is called 


A. fundamental analysis 
B. _ technical analysis 

C. momentum analysis 
D. indexing 


All else the same, an American style option will be valuable than a style 
option. 


A. more, European 
B. less, European 
C. more, Canadian 
D. _ less, Canadian 


At contract maturity the value of a call option is where X equals the option's strike 
price and Sr is the share price at contract expiration. 


A.  Max(0, Sr - X) 
B. Min(0, Sr - X) 
C.  Max(0, X - Sr) 
D. Min(0, X - Sr) 


Advantages of exchange traded options over OTC options include all but which one of the 
following? 


Ease and low cost of trading 

Anonymity of participants 

Contracts that are tailored to meet the needs of market participants 
No concerns about counterparty credit risk 


GOW > 


19: 


20. 
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A put option on Snapple Beverage has an exercise price of $30. The current share price of 
Snapple Beverage is $24.25. The put option is 


A. at the money 
B. inthe money 
C. out of the money 
D. knocked out 


A person with a long position in a commodity futures contract wants the price of the commodity 
to 


decrease substantially 

increase substantially 

remain unchanged 

increase or decrease substantially 


GVaAWP> 
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Section B 


(Each question is worth 12 marks, for a total of 60 marks) 


Question (21) 
In relation to asset pricing, 


(a) What is the Security Market Line (SML)? 

(b) Sketch a diagram of the Security Market Line labeling all axes. 

(c) What is the key assumption underpinning the CAPM relating to the pricing of systematic 
and non-systematic risk. 


Question (22) 


Describe what is meant by the semi-strong form of market efficiency. If a market is semi-strong form 
efficient will technical analysis, fundamental analysis or inside information yield a trader abnormal 
profits. 


Question (23) 


An investor estimates a single index model using monthly returns for a portfolio of mining stocks. 


The only factor in this model is the return from the ASX200. The model estimated is: 
Tit = 0.02 + 1.17 t 


where 7; is the excess return on the mining portfolio at time ¢ and ry, is the excess return on the 
ASX200 at time ¢. 


(a) Will the portfolio of mining stocks plot above, below or on the Security Market Line. 

(b) What is the alpha of this model. What does this tell you about returns on the mining 
portfolio relative to the rest of the market? 

(c) If the expected market risk premium is 5% p.a., what is the expected return from the 
portfolio of mining stocks. 


Question (24) 


(a) Sketch the profit/loss diagram for both the buyer and seller of a call option with an 
exercise price of $15 and a cost of $1.50. 

(b) You hold one ‘at-the-money’ put option on a stock with 5 days to maturity. The next day 
the stock price increases. Is your put option now ‘in-the-money’ or ‘out-of-the-money’? 
Why? 
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Question (25) 


(a) 


(b) 


Three years ago, Billabong Australia Ltd issued bonds at face value of $1,000 with a 
coupon rate of 6% paid annually. Now, with 7 years left until the bond matures, the 
company has run into hard times and the yield to maturity on the bonds has increased to 
15% per annum. What is the price of the bonds now? 


What is ‘Interest Rate Risk’ in the context of bond investment? Suppose interest rate 
increases from 8% per annum to 9% per annum. Which bond will suffer the greater 
percentage decline in price: a 30-year bond paying annual coupon of 8% or a 30-year 
zero-coupon bond? Explain your answer. 
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Name: 
Student number: 


Section A - Multiple Choice Questions Answer Sheet 
Please circle your answers on the sheet below. 


1 A B C D 
De A B C D 
BY A B C D 
4, A B C D 
af A B C D 
6. A B C D 
hs A B C D 
8. A B C D 
o. A B C D 
10. A B C D 
11. A B C D 
12: A B Cc D 
13: A B C D 
14. A B C D 
15; A B C D 
16. A B C D 
Ve. A B C D 
18. A B C D 
19. A B C D 
20. A B C D 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 
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